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DISCUSSION AND COMMENTS ON THE MAJOR ISSUES . 
FACING SMALL BUSINESS 
INTRODUCTION 
.The Select Committee on Small Business is the only committee in 
the U.S. Senate which is exclusively concerned with the interests ~f 
small business. As such it is in a position to make a significant contri-
bution to the development of the relationship between our government 
and the small business community. All legislation primarily relating 
to the Small Business Administration is referred to the committee. 
Equally as important, the committee is empowered "to study and in-
vestigate the problems of the small business and report its findings and 
make recommendations to the Senate." · 
The Senators who sit on this committee believe that they can prop-
erly discharge this responsibility only by listening carefully to the 
business community itself. That is why the Senate Small Business 
Committee was instrumental in creating the White House Conference 
on Small Business, and is anxious to receive the views of the delegates . 
. The Conference provides a new forum for direct input from the 
small business community to all branches of government and, through 
the media, to the American public. For a few days in January, na- -
tional attention will be focused on the problems and concerns of 
small business. The Nation will hear the results of a lengthy process 
of self-examination which the Conference has created within the busi-
ness community. 
Over the past year and a half, at dozens of local, State, and regional 
assemblies, and at task force and delegate meetings, the problems of 
the small business sector have been confronted, cataloged and defined. 
Never before have the delegates themselves been involved to such an 
extent in setting the agenda for a White House Conference. This for-
mat speaks highly of President Carter, the skilled and efficient staff of 
the Conference, the Commission and its Chairman, and the volunteers 
who worked on the task force reports. The most important contribution 
to the ·quality of this Conference, howe:ver, is the extensive input from 
the concerned, articulate, and thoughtful people that make up the small 
business community in this country. 
The Senate Small Business Committee hears almost daily from the 
members of the business community through ·hearings, trade and busi-
ness conferences and conventions, correspondence and meetings in 
W ashington and across the country. As part of its continued oversight 
efforts and in anticipation of the White House Conference on Small 
Business in January 1980, the committee held 27 days of hearings to 
listen to the opinions of business leaders about a broad range of small 
business topics-topics which correspond to a great degree with the 
agenda of the Conference. 
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This , report is d;esigned to 'tr'amsmit}o the OonfeFeri:ce ~elegates the · 
oackq,roWnd an.¢ result~ of these heari"!'g~. We have out'li.Jned_ sm:ie o.f 
the prf>blem~ and past apprpaches -tp the issues, and we have indicated 
profitable directions .for the future. ' . . 
This. report is not intended to be a comple~e record bf sn;a~l b.usmess 
issi1es o~ a plan :for action. Itis, ins,t~d, desi.g~e~ ~o provide tlie. ~ele­
crates with backcrround on the c6ri:lrmttee's activities and to facilitate ~reater underst~ndincr and cooperation between the committee, the 
Confe'rence·delegates,"'and the small hµsiness community from · whic~ 
they come. . · . . .. 
1 Making changes .is not an e.asy task. Only a broad range of partici-
pation in the decisionrnaking process will put the problem .and sug-
gested .solutions in the best pos~ible light. This document is the com-
mittee's contribution to this effort. 
Historians will look back at what we do and apply to our decisions 
the "Law of Unintended Consequences." No matter how careful we 
are, there will be things we cannot or do not see now. For example, back 
in the early seventies, when government regulation began to escalate, 
it appeared to be simply a direct means for preventing excesses and 
abuses. Today, we are faced with the unintended consequences of those 
actions. 'iVe know that the cumulative bulk of all government regula-
tions is itself a growing problem for small firms. In this case the unin-
tended consequences of yesterday's actions are the problems we must 
solve today. The more wisdom we can bring to the process of finding a 
~olution to this and other problems, the better our chances of mitigat-
mg the undesirable consequences which might follow. 
'iVe must not underestimate what is at stake. It is more than the 
exact measure of health in the small business sector. Small scale entre-
preneurship is one of the most important vehicles for maintaining 
and transmitting the most basic values of our culture, values such as 
initiative, innovation, and individual responsibility. 
A penetrating observer of human nature, Alexis de Tocqueville, 
wr?te in the early 1800's that "Americans show a sort of heroism in 
their manner of trading." "I am of the opinion" he wrote, "that the 
true cause of their superiority must not be sought for in physical ad-
vantages, but that it is wholly attributable to moral and intellectual 
qualities." 1 
There is a direct, reciprocal relation between these moral and intel-
lectual qualities and their expression in independent business ventures. 
The existence of these attributes in the American people creates a vi-
brant pattern of enterprise that reaches into every crossroads town in 
the country. But if we take away this outlet for our creative energies, if 
we make it prohibitively difficult to go into business, we will actually 
be attacking and damaging the very qualities that make this country 
strong. 
This result is not hypothetical. The committee, in an earlier publica-
tion, printed an article by sociologist C. Wright Mills. Dr. Mills con-
trasted cities in which most people were employed by small businesses, 
and cities where one or two big businesses dominated the town. In the 
1 Alexis de Tocqueville, "Democracy in America," 2 'l"Olumes, Vintage Books, 1961. 
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towns with many small firms; infant mortality was considerably lower 
and per capita health expenditure much higher. Housing was: superior; 
home ownership was higher aiid there were one-third as many slums. 
Expenditures on education and libraries were f.ar greater and church 
membership was higher in small business cities, There is no doubt that 
the presence of a healthy small business community contributes directly 
to the quality of our life in ways most people_ never realize. 
That is why the Senate Small Business Committee is working to im-
prove the climate for independent entrepreneurs. The goal must be to 
create a new economic climate, one in which small firms can be created, 
can grow and thrive, one in which a successful business can be pass~d 
down to the next generation with a d~p feeling of accomplishnlent. 
The committee believes the White House'Confere:µce on ,Small Busi-
ness will help achieve this goal and looks forward .to .having its views. 
. ' '. GA"iL<;JRD NELS(.)N, 
,OM,irma,n. 
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CHAPTER I 
CAPITAL FORMATION 
.Capital is the lifeblood ' of business, and the ability to raise caP,ital 
for existing and new. businesses is fundamental to the health of the 
_enterprises themselves, the American economy, and the free enterprise 
system. 
In 1975, the ability of small business to raise equity capital was at a 
low ebb. One way of raising capital is through stocks issues but it was 
getting increasingly difficult for small companies to use this route. In 
1975 only three small companies (with a net worth of less than $5 mil-
lion) , were able to r aise capital by selling stock to the public, compared 
to 698 such companies which went public in 1969. There was no ques-
tion that capital was truly drying up for the small business community 
and there was no single, simple remedy. 
During the 1970's there was a radical change in investment patterns. 
Six million individual investors withdrew from the market leaving it 
increasingly dominated by institutional investors. In 1960, institutions 
owned by value about one-fourth of all common stocks; it is predicted 
that by 1985 they will own one-half of the market. 
This presents particular difficulties for new and small firms, since 
individual investors are more inclined than others to take risks with 
their own money. Institutional investors, dealing with other people's 
money, are under legal constraints to make investments which they 
consider "conservative." Other factors leading them away from invest. 
ments in smaller firms include the multi-billion dollar scale of their 
operations, and their lack of intimate knowled~e of sman , local firm s. 
In addition, there has be~n a steep decline in the number of independ-
ent securities brokers and dealers, which provide entry into the market 
and support services for new and small businesses. The number of 
brokers in the past decade has declined 37 percent from over 4,000 to 
2,772 at the end of 1978. Only these smaller, independent brokers are 
close enou~h to local smaller firms to know them well enough to rec-
ommend the ones which are sound investments. 
Many firms use retained earnings to provide the capital r equired for 
growth. H ere, too, the capital sources were drying up. Tax laws, until 
1975, cut deeply into a firm's ability to retain tlle capital needed for 
expansion. 
Most small businesses have to rely on debt financing for their maior 
source of capital. Inflation, the resultant decline in savings, and high 
interest rates have resulted in a credit soueeze on these small businesses. 
The cumulative effect of these problems is to make it extremely 
difficult for small business to gain access to any source of capital. 
BACKGROUND 
An important evaluation of the capital formation problem was made 
by a Task Force on Venture and Equity Capital established by the 
(4) 
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Small Busin .. ess Administration in July 1976. Its membership included 
a highly knowledgeable and experienced cross-section of participants 
in venture capital financing organizations, executives of small and 
independent businesses, and brokers specializing in the financing of 
new ventures and educators. Chosen as chairman was William J. Casey, 
former Chairman of the Securities and Exchange Commission. 
The panel submitted its findings in 1977. The so-calle Casey report 
stated that in order to have a meaningful impact on the conditions of 
small business financing, progress must be made in several areas: 
• Tax laws and regulations ; 
• Venture capital programs under the jurisdiction of the Small 
Business Administration; 
• Requirements of the Employees Retirement Income Security 
Act of 1974 (ERISA); 
• Securities laws and regulations. 
The task force recommendations are si~ificant because they in-
dicate the range of changes required in legislation and in regulations 
to improve the future capital formation structure for small business. 
The major recommendations were embodied in S. 1815, a bill intro-
duced by Senators Nelson and Weicker in 1977. This legislation fol-
lowed the outlines of the report, addressing its diverse areas, and, 
accordingly, several different Congressional committees had jurisdic-
tion over the various subject areas. 
Since S. 1815 was so broad in scope, various parts were reintroduced 
separately and referred to the various committees having authority to 
consider these matters. As a result, the ceiling on Regulation A stock 
issues was lifted twice by the 95th Congress, once from $500,000 to 
$llh million and a second time to $2 million. The Securities and Ex-
change Commission has since expressed its willingness to "administer 
the $1% million limit," and has informally stated to the committee 
that it prefers a "testing period" to evaluate its effects before the Com-
mission would be willing to ra,ise . the ceiling to the full $2 million 
recently authorized by the Congress. 
CONGRESSIONAL ACTION 
In 1975, Irving Kristol wrote in the Wall Street J orurnril that the 
small entrepreneur was the "forgotten man" of American politics. 
Four years later, small business is celebrating its status as a new 
political force and its gains are clearly seen in the area of capital 
formation. 
Small business has gained $2 billion in yearly tax savings. Owners 
of farms and businesses now can pass on three times as much property 
free of federal inheritance tax to their families. Small firms are in 
the thick of a fight for additional billions in tax savings through 
further tax reforms. 
This remarkable turnaround is due to a combination of several fac-
tors, including a niajor push led by members of the Senate Small 
Business Committee.' The c·ommittee members argued persua8ively 
that a generation of l:)enign neglect should be revwsed-that the 
American economy and society would gain immeasurable benefits if 
independent enterprise were given equitable tax treatment. 
These efforts were successful and produced dramatic results. 
54-699-79-. -2 
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A. CAPITAL '.RETENTION 
In 1978, Congress enacted the most progressive business tax reforms 
in 70 years. The new schedule provides a tax savj_ng of up to $14,750 
for small companies and a total of $2 billion over the pre-1975 tax laws 
in tax relief for the 94 percent of U.S. corporations which earn less 
than $100,000 a year. · · 
The result is a tremendous increase in the amount of capital available 
to small firms in the U.S. 
Wilson S. Johnson, president of the National Federal of Independ-
ent Business, said in October 1978: "Adoption of the * * * plan for 
progressive corporate income taxes for small business is the most 
significant tax reform of the past 40 years." 
.An investment tax credit is one of the most valuable provisions in 
the law• . . Under this provision, the cost of equipment is cut through a 
tax credit. In 1976, Congress raised the investment tax credit from 7 
percent to 10 percent. At the same time, an amendment doubled the 
amount of ~used machinery eligible for that credit from $50,000 to 
$100,000. For smaller busin,esses, which most often buy used machin-
~ry, the investment tax credit is nearly tripled, and the cost of growth 
is cut. . 
The tax credit was again broadened last year to provide a 10 percent 
credit for renoyation of 20-year-old buildings and single-purpose farm 
structures. 
Legislation offering additional tax relief to small businesses has 
been proposed in the Senate. Just before the 1978 law there was a 
!hree-step corporate tax rate. Under the.new law there is .a five-step 
rate-and the fourth step is for businesses making between $75,000 and 
$100,000. The new proposal would redefine the lower rate to apply 
to businesses making up to $150,000. Any business in the fifth-step 
category has a tax rate of 46 percent. 
The committee recom;mends that Congress continue to structure taro 
measures so that srrwll businesses can retain more of their profits for 
reinvestment, and a stronger srrwll busiow.ss sector can be built. 
In order to improve our Nation's manufacturing efficiency and pro-
ductivity, incentives to increase capital formation must be provided. 
Depreciation writeoffs provide an important source of investment cap-
ital for small business. · 
For the past 4 years, the Senate Small Business Committee has 
worked to increase these allowances. Last year, the Senate passed a 
co~mittee proposal which would have allowed businesses speedier 
writeoffs of up to $25,000 of annual equipment purchases over a three-
year period,1 using simple procedures that would have eliminated over 
100 pages of complex regulations. Unfortunately, the measure was 
dropped during a House-Senate conference on the bill. 
In 1979, the comrnittee is continuing to lead the fight. Last year's 
bill has been reintroduced, along with an even more sweeping measure 
which would allow businesses to write off investments in structures 
over 10 years, equipment in 5 years, and vehicles in 3 years~ An-
other important provision in this bill would increase the 1nvestment 
credit from 6% percent to 10 percent for 5-year equipment and. from 
3173 to 6 percent for 3-year vehicles. In addition, hundreds of pages of 
1 See Appendix for S. 1435. 
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complicated regulations de,aling with depreciation in the tax code 
would be eliminated. Also eliminated would be the hundreds of cases 
in the tax courts involving depreciation controversies: 
The convmittee believes that depreciation reform is l~ng_ overdue. 
lnfiation and the growing complexities ~fall the .depreciatwrn sched-
ules .should make this a matteP of the highest priority. _\ 
B. OBTAINING DEBT CAPITAL 
A number of proposals have been made to increase the ability o:f the-
SBA to efficiently and appropriately administer loans for debt financ-
ing to small finris. Under one proposal the Small Business Adminis-
tration would increase the maximum ceiling on SBA guaranteed small 
business loans from $500,000 to $1 million.2 
For the committee's comments on these and other ways 0:£ improving 
SBA financial assistance to small firms, see the section in this report 
on the mission 0:£ the SBA. For further information on encouraging 
savings and other methods 0:£ capital formation, see the section o:f the 
report on Inflation. 
C. VENTURE AND EQUITY CAPITAL 
The c01111mitt,ee believes that the dramatic increase in the cost of 
doing business means that steps must be taken to e:n.~ure suffecient 
ventu.re and equity capital for new and growing businesses. 
In 1978 and 1979 the Senate Small Business Committee · continued 
its hearings on capital :formation, which developed into the most com-
.Prehensive look at capital formationproblems 0:£ new and small busi-
nesses within the last 20 years. Legislation which emerged from these 
hearings included: 
• The capital gains rollover bill (S. 653) which would allow tax 
~ deferral when a small business owner sells his firm, i:£ the pro-
t ceeds are reinvested in another small business within 18 months; 3 
l • A tax credit for the purchaser of newly issued stock 0:£ firms with 
• a net worth o:f $25,000,000 or less (S. 487 and S. 655); 4 
• A bill to strengthen the financial structure 0:£ independent securi-
ties firms in order to be able to render capital raisino- assistance 
to smaller businesses (S. 1967); 5 "' 
• An exemption 0:£ publicly-held venture capital firms from the reo--
ulation of the Securities and Exchange Commission under the 
Investment Company Act o:f 1940 (S.1940) ; 6 ·. 
• .A bill creating a i:ew security called a Small Business Participat-
mg D~benture which would have the status 0:£ a debt security with 
a stated rate o:f interest (S.1481); 7 · 
• A r~in~tatement of tax favored options to broaden the base o:f own-
erslup m new and small firms and to provide incentives for tal-
ented executives to join such ventures (S:: 1967); 8 
-----· ·' . 
2 See s. 2049 in the Appendix for bill spon,sors. 
•See S. 653 in the Appendix for bill sponsors. 
• •See S. 487 .and S. 655 in the Appendix for bill sponsors. 
• See S. 1967 In the App.endlx for bill sponsors. , 
• See S. 1940 in the Appendix for bill sponsors. 
7 See S. 1481 In the Appendix for bill sponsors. 
8 See S. '1967 in the.Appendix .for bill sponsors. 
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• A series of tax, patent, prom~ement, te~ulatory and paperw<?.rk 
proposals to help emergmg techmcally-based compames 
(S. 1860) .9 
I). CAPITAL GAINS TAX RATES 
From 1969 until 1976 maximum tax rates on capital aains increased 
from 25 percent to a pe~k of 49.1 percent. Last year1 a §mall Business 
Committee hearing proved that this high tax had dned up desperately 
needed investment capital. . 
To remedy this problem, Congress ~dopted a compromise proposal, 
developed in large part by the committee, to roll back the maximum 
capital gains rate to 28 percent effective November 1, 1978. 
As a result, by mid-1979, more thar.i $500 million in new venture cap-
ital had been raised for small enterpnses. 
The National Association of Small Business Investment Companies 
wrote on May 30, 1979 : 
New young and growing small businesses have hundreds of millions of addi-
tional 'dollars available to them * * * because of * * * leaders.hip last year in 
i·educing (taxes on) capital gains. 
E. CONTINUITY OF OWNERSHIP 
Small Business Committee hearings found that many family farms 
and smaller businesses were forced to sell out because of out\lated fed-
eral estate tax laws which had not been revised since 1942. 
To correct this major problem the committee drafted a compre-
hensive reform bill that Congress approved in 1976. Among its features 
are: 
• Tripling of exemption from Federal tax from $60,000 to $175,-
625 to all heirs; 
• Increasing relief for the surviving spouse by raising the special 
"marital deduction" to $250,000, or half the estate left to the 
survivor, if higher; 
• Providing extended terms for paying tax on farms or bttsi-
nesses-15 years to pay the tax, with no payment of principal 
until the sixth year, and interest at 4 percent during the first 5 
years for estates under $1 million ; 
• Favorable "use valuation" allowed if family farms or busi-
nesses are near growing cities and would otherwise be valued as f development property for estate tax purposes; 
; • Increasing the lifetime gift tax exemption-the amount of 
lump-sum gifts which can be given during life was increased 
from $30,000 to $175,625. . 
Until last year, a wife who worked alongside her husband in a 
farm or business-but did not make a cash contribution-was required 
to pay estate taxes on the full value of the property when her husband 
died. An amendment changed that highly unfair "widow's tax" provi-
sion. The law now gives credit for a wife's labor at the rate of 2 per-
cent per year (up to 50 percent) of the total farm or business value 
for estate tax purposes. Beginning Jan. 1, 1979, surviving spouses may 
claim this credit for all past years of labor. 
Of particular interest to businesses was the provision in the estate 
tax reforms permitting a deferral of estate taxes for 5 years with 
•See S. 1860 in the Appendix for bill sponsors. 
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interest at 4 percent for estates under $1,000,0~0 with the privilege of 
paying the estate tax on an installment basis from the 6th to the 
15th year. . 
The com;mittee believes that estate tax laws should take into accownt 
the special needs of small businesses, and that recmit impr_overnents 
be kept current by makinq rperiodic adjitstnients for infiation along 
the lines of S.18~5.10 
CONCLUSI-ON 
At committee hearings in 1978, the American Electronics Associa-
tion testified that eompanies formed in the 1970's could raise only half 
as much start-up capital as those founded in the 1960's. Witnesses 
blamed the 1969-76 capital gains policy as the primary cause of low 
venture investment. 
Sinbe those hearings 2 years ago there have been major accom-
plishments which assist small business capital formation. One of 
these was the si~nificant reduction of capital gains taxes enacted on 
November 1, 19't8. A second is the adoption by a Department of 
Labor regulation of the "over.all portfolio the0ry" in July 1979. This 
action relaxes the Labor Department's interpretation of ERISA's 
"prudent man rule" so that pension fund. managers can more easily 
place part of the investment portfolio in small business investments. 
Together these items have resulted in the flow of more than one-
half billion dollars in new venture capital to the small business com-
munity since the end of 1978. 
As a result, the venture capitfl l industry has been able to survive. Ac-
·cor.ding to testimony by the National Venture Capital Association 
before the committee, the infusion of new capital has added almost 50 
percent to the amount of funds which are available to finance new and 
small businesses.11 
This is a g0od be~inning and 1980 should show continued improve-
mPnt as a result oif the measures discussed earlier in this ch.apter. 
Meanwhile, much remains to be done, and new issues· such ias social 
security tax changes and a Valne Added Tax (VAT) are being raised. 
The comments of the White Holilse Conference Task Force ·on Capital 
Formation mirror this wide spectrum of concerns. 
These are some of the difficult problems that must be solvPd if we are 
going to stop a growing concentration of economic power. The top mo 
Fortune firms control the same share of manufacturin:g ·assets that the. 
top 200 did 30 years ago. Put simply, this means that today the same 
amount of the Nation's assets are concentrated in ~1alf as many hands. 
The top 200 firms now control 61percent0£ the nat10n's manu£acturino-
and mining a~sets, which is the same percentage share owned by the top 
1,000 enterprises at the start 0£ ' i\Torld War II. As a direct result, small-
and meilium-sized businesses today control less than 27 percent 0£ this 
country's corporate assets, a drop from nearly twice that amount in 
1960. 
The Senate Small Business Committee will continue to play an 
active role in develoning and proposing solntions to the prnblPms in 
capital formation. The suggestions that will come from the 'White 
House Conference on Small Business in January 1980 will be a signifi-
cant contribution to this national debate. · 
1• See S. 1825 In the Appendix for bill description and sponso'r~. 
n "Capital Formation". 4 hearings, Senate Small Business Committee, May 22, 1979. 
r 
CHAPTER II 
~CONO:M:IC POLICY DECISIONS AND GOVERNMENT PROGRAMS 
Decisions regarding the course of economic policy in our particlilar 
democratic system are not made by one central authority. They are 
made by the Congress, the executive branch, and by certain indepen-
dent agencies- most notably the Federal Reserve Board. Fiscal policy 
and wage/ price policy originate in the executive branch with the Presi-
'<lent; monetary policy comes from the Federal Reserve Board; and 
'Congress is responsible for the tax system. · · : • · · ' 
Just within the executive branch, the number of agencies which in-
'fluence economic policy decisions includes the Treasury Department, 
"the Department of Labor and the Department of Commerce. Within 
'the \i\Thite House itself there are even more policy advisors, including 
lhe Council 'of Economic Advisors, the Council on Wage and Price 
'Stability, the Domestic Policy staff and the Office of Management and 
Budget. · · . · 
The conwnittee believes that small business m1USt be given a greater 
voice in the economic decisionmaking po.cess. . · · 
DEVELOP~fENT OF GOVERNMENT STRUCTURE 
The demand for government programs was a direct result of-the un-
bridled economic ~owth historians call the industrial revolµtion. A 
new business world appeared, and it operated at first without the re-
straint of government: No one could foresee that this vast transforma-
tion would directly limit individual freedoms. But the problems ;be-
came more acute and the' demand grew for governmental.act;i·om. By 
1888, the corruption of the railway corporations led directly to Federal 
enactment of the Interstate Commerce Act, establishing the Interstate 
Commerce Commission as the first independent regulatory commission. 
F ederal antitrust legislation followed to curb corporate power, in-
cluding the Sherman Act in 1890 and the Clavton Act in 1914. 
During the 1920's, corporate economic power continued to concentrate 
despite strong 'antitrust legislation. When the Depression focused 
attention on economic problems caused by big business, Congress au-
thorized a temporary National Economic Committee, better known 
as tl~e Monopoly Investigation. It's findings spurred the Senate to 
create a special committee to study the problem of sniall otisiness 
and, i~.1941 the House followed suit. · · · 
By the 1940's, government leaders recognized that special pains 
should be taken to protect the rights of small ·enterprises. \i\Then eco-
nomic mobilization for World vVar II· began, this cont ern was·mani-
fested in an in;iportant new design in the fight _for small business 
rights. The ~ma,ller War Plants' Corporation was established to aid 
small businesses in' obtaining a 'fair share of goverrtinerit contracts 
and to diversify sources of supply. 
(10) 
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These developments laid the O"roundwork for much of the present 
government attention to small business. Congressional concern for 
the plight of small "business was institutionalized in 1950 when the 
Committee on Small Business became a select committee of the Senate. 
The House of Representatives' established its Small Business Com-
mittee in 1953. 
The precedent established in the executive branch by the Smaller 
\Var Plants Corporation likewise progressed in stages. In 1951, the 
Small Defense Plants Administration followed the earlier model to 
assist in the Korean war effort. At the en:d of the war, this Adminis-
tration was recast by the Small Business Act of 1953 into the Small 
Business Administration. Recognizi:qg t,he different requirements and 
. capabilities of the independent entrepreneur, this law created a sin-
gle agency, reporting directly to the President, with a mission to 
concentrate exclusively on small business needs. ' ' 
During the 1950's, government and business leaders agreed that 
special attention had to be given to the financing of smaller enter-
prises if they were to survive as a vital force on the national scene. 
In 1958, a new law, the Small Business Investment Act, set up a net-
'York of privately-owned and operated sources of funding to provide 
VE'nture capital for new and small businesses. 
During the past '2 decades, numero.us amendments have been 
adopted to these two core statutes which have significantly enhanced 
the ability of the Small Business Administration, and the · Federal 
Government, to improve the .economic viability of small business. In 
1976. Congress took the additional initiative of creatin~ within SBA 
an Office of Advocacy, endowing it with a specific miss10n to promote 
the cause of small and independent enterprise within the executive 
agencies, and before the Congress. . · . . , 
Dnring the past several years. Congress has stepped up its efforts 
to encourage agencies to recognize small business opportuni_Hes and 
problems, to accord "fair representation" for small business on advi-
sorv bodies, and to provide a fair share of contracts and other special-
ized assistance. Small business programs are continually being moni-
tored and tested to better achieve these goals. 
COMMITTEE ACTIONS 
Committee hearings in October and N overuber on "Small Business 
and the Economic Outlook" reviewed recent economic policJ decisions 
and their .impact on the small business c9mmunity. Based_ on testi-
:rµony presented to the committee, it i i? cleµ.r that small business must 
gain a more effective voice in the formulation of both fiscal and·mone-
tarv policy. . . · 
One witness from Data Resources, Inc., an economic consulting and 
forecasting firm, said that a "full blown credit crunch is how in the 
process: ': and tihat it will place a substantial squeeze on 'small business. 
Annther witness. Vonda] S. Gravlee. PresidenJ of. the National Asso-
. ciation of Home. Builders, said that in his industry, composed almost 
solely of small businesses, the recent credit tightening actions of the 
F edea;al Reserve Board will redll(;e housing starts by 50 percent to 
990,000 starts, and force the layoff of 1.5 million construction workers. 
t. 
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A. SMALL BUSLNESS ADVISORY COMl\UTTEE 
Small Business Advisory Committees serving the Internal Revenue 
·Service and the Treasury Department, were created during the 1970's 
as a result of efforts by the Senate Small Business Committee. In 1977 
. these two groups merged into a single giroup called the Treasury Small 
Business Advisory Committee. 
During 1978, the new committee organized itself into three subcom-
. mittees; tax policy; capital formation; and activities of tJhe Internal 
Revenue Service. ' 
The Advisory Committee and its subcommittees met with high 
Treasury officials on several oocasions during tihe year. Serious efforts 
were made to identify, evaluate, and formulate views o.n tax policy and 
· 11·elated matters which would be of benefit to the small business 
community. 
The Advisory Committee provides. an excellent medium for the 
small business community to talk face-to-face with Treasury officials 
who design policy and implement regulatory actions. In addition; it 
serves to educate the government about the particular concerns of t.Uie 
small business c01IDmunity. 
The committee recommends that the Small Busines.s Advisory Com-
mittee in tlie Treasury Department meet personally arid regularly with 
the Secretary instead of meeting at the pleasure of the.JJ,eputy Secre-
.tary. The T.reasury Department should create the' positio·n of Small 
Business Tax Analyst to study the effect of Federal tames on small 
business and advise the S ecretary on tax policy decisions affectinq 
small business. 
Other agencies, including the Federal Reserve Board and the Office 
of Management and Bud,qet ( OMB), should increase tlieir coordina-
tion with SBA, and develop their own sources to increase small busi-
ness participation in the economic decisionmaking process. 
B. SMALL BUSINESS ECONOM;LQ DA;IiA. "&ASE 
' , .• r I..• Ii ' ( ! ,r _!_'_.,.~I•,• 
By and large, direct small business input into economic policymak-
ing is limited to a few avenues: Advisory groups, the SBA, and public 
comment on proposed regulations published in tJhe Federal Register. 
The committee believes that the effectiveness of small business partici-
pation, both d:iirect and indirect, needs to be increased. 
. One reason why small business ·participati<;m in economic policy deci-
sionmaking has not been greater is the lack of data to prove the small 
business case. Currently, economic indicators are not broken down by 
business size (employee number), sales or asset level. Without this 
data, it is difficult to analyze the performance of the small business sec-
tor, or compare it to the performance of the entire economy. The solu-
tion to this problem lies in the creation of a small business economic 
cl~~& . 
The committee has provided· clear direction to the. Small Business 
Administration to accelerate the development of such a small business 
economic data base. The Congress has appropriated over a million 
dolln,rs in each of the last 2 fiscal :vears to ensure its development. 
The committee has indicated that information in the data base 
should include: Employment; number and type of business establish-
\ 
f/·_3. 
EVALUATION OF THE ADMINISTRATION'S 1978 SMALL 
BUSINESS TAX PROPOSALS AND OTHER ALTERNA-
TIVES 
TUESDAY, FEBRUARY 14, 1978 
U.S. SENATE, 
SELECT COMMITTEE ON SMALL BUSINESS, 
Engwwood, Oolo. 
The committee met, pursuant to notice, at 9 :32 a.m. in the audi-
torium, Police-Fire Station, 3615 South Elati Street, Englewood, 
Colo., Hon. Floyd K. Haskell, acting chairman, presiding. 
Present : Senator Haskell. 
Also present: Herbert L. Spira, committee counsel; and Robert G. 
Liberatore, legislative director to Senator Haskell. 
STATEMENT OF HON. FLOYD K. HASKELL, A U.S. SENATOR 
FROM THE STATE OF COLORADO 
Senator HASKELL. The hearing of the Senate Select Committee 
on Small Business will commence. 
The purposes, as I think the people who have been notified realize, 
are to help us in the Senate decide what this year's tax policies will 
be in the small business area. We will first examine the administra-
tion's 1978 tax proposals as they affect small business; and then we 
will discuss alternatives, including a bill which I have introduced 
which defers capital gains on small business sales provided re-
investment is made within the small business sector (S. 2428); and 
also to evaluate proposals to provide relief from payroll taxes. 
An additional question is whether the job tax credit which was 
enacted over a year ago should or should not be extended. That 
legislation, which provides a $2,100 credit for each new employee 
hired in 1977 and 1978, expires December 31. I sponsored that bill 
and felt it would be helpful, and we want to take a close look at 
the results. 
As we analyze the President's suggestion that the large corporate 
rate be reduced from 48 percent to 44 percent, and the rate at the 
bottom be reduced by 2 points, we note that of course it impacts 
and affects and gives relief to large corporations, or relatively large 
corporations. This formula does little for the 1% million smaller 
corporations, and nothing at all for the more than 10 million partner-
ships or individual entrepreneurs. 
Should the revenues to be forgone by that reduction in effect be 
given across the board to all business, whether it be corporate or 
otherwise, as a 10-percent credit on social security taxes. 
(1) 
My views on social security taxes are probably reasonably well 
known. I voted against the bill that came out of the Finance Com-
mittee last year; I voted against it on the floor, and I voted against it 
in conference. It is my feeling that social security is an income 
transfer tax with a tremendous impact and should be largely funded 
about one-third from general revenues. 
Generally speaking, tax proposf!.ls by any administration, including 
the present administration, give small business the short end of .ib.e 
.sticl.{; and by and large, large business is favored. 
The purpose of having this hearing here in this community is to 
provide a record which those of us in the Senate who are particularly 
interested in small business can use to push some of the proposals 
that will most benefit new and small enterprise, including those 
which I and others have suggested if those are found to have some 
merit. 
So without further ado, I think we should start on our witness list, 
and I hope that the ladies and gentlemen who are testifying will 
observe the hearing list schedule as best they can as we do have a 
fair number of witnesses. 
As the first witness, I will call Blaine D'Arcey from Central Invest-
ment Co. If he is here, Duane Pearsall is invited to come up with 
Blaine. These gentlemen-excuse me for using their first names-
! have known for a long period of years. 
The notice of the purposes of these hearings shall be inserted m 
the record immediately following my remarks. 
[The information referred to follows : J 
[From the Congressional Record, January 25, 1978, pp. S445-S446] 
SMALL BUSINESS ASPECTS OF ADMINISTRATION'S TAX PROGRAM 
Mr. NELSON. Mr. President, I wish to announce public hearings by the Senate 
Select Committee on Small Business on the small business aspects of the admin-
istration's 1978 tax program which was announced on January 21. 
Hearings by the full committee, conducted by Senator Haskell of Colorado 
and Senator Hathaway of Maine, are scheduled to take place as follows: 
February 14 in Denver, Colo.; and February 20 in Portland, Maine; to take 
the testimony of the small business community, tax experts, and other interested 
members of the public. 
February 28 in Washington, D.C.; to hear from Government witnesses. 
Witness lists for the Denver, Portland, and Washington hearings will be re-
leased as soon as they are completed. 
SCOPE OE' 1978 HEARINGS 
The administration's tax message of January 21 recognized the small business 
community. It proposed corporate rate reductions of 2 percentage points for the 
two brackets below $50,000 of income-from 20 to 18 percent on the first $25,000 
of taxable income and 22 to 20 percent on the next $25,000. Above $50,000 corpo-
rations would receive a 3-percent reduction in October 1978 and a further 1 
percent cut in January of 1980. 
Also mentioned were: simplification of the asset depreciation range system, 
with particular attention to small business concerns for complexity and record-
keeping; updating of Internal Revenue Code, section 1244, dealing with losses on 
stock of small corporations' stock that might become worthless; and incremental 
changes to "subchapter S" of the code, which allows corporations to be taxed 
as partnerships. 
The February hearings will permit small business organizations to analyze 
the impact of these administration proposals upon smaller and medium-sized 
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ndependent firms, to set forth any alternatives which they may favor, and to 
xpress their views about the relative merits of such proposals. Anyone seeking 
urther information may contact the committee offices at 424 Russell Senate 
ffice Building, Washington D.C. 20510. 
BACKGROUND 
Because tax policies have a critical bearing on the abilities of small business 
o compete and survive, the Small Business Committee has been interested in 
the impact of the tax system on small business since it was established as an 
·nvestigative body in 1950. During the past 3 years, this interest has been 
eightened because, during the 94th Congress ( 1975-76), six members also served 
as members of the tax-writing Finance Committee; and during the current 95th 
Congress (1977-78), there are four such dual memberships. 
As a consequence, the committee held 12 days of hearings on small business 
tax matters in 1975, incident to congressional consideration of the stimulus bill 
of 1975 and the Tax Reform Act of 1976. This committee's investigation was 
continued in an additional day of public hearings in 1977, relating to the tax 
stimulus bill of that year, and particularly the employment tax credit. 
As a result the following small business tax provisions were considered and 
enacted during this period : 
1975 
Temporary rate reductions for all corporations up to $50,000, the first rate 
relief since 1950 for earnings between $25,000 and $50,000; 
A permanent 50-percent increase in permissible accumulated earnings; 
Doubling in the amount of used machinery eligible for the investment credit 
( $50,000 to $100,000 in annual purchases) . 
1976 
Extension of the 1975 small business rate reductions through 1977; 
Reform of estate and gift taxes, for the first time since 1942; 
Liberalization of Subchapter S of the Internal Revenue Code. 
1977 
Extension of small business rate reductions through 1978; 
Employment tax credit ($2,100 credit for each new worker added in 1977 and 
1978). 
Following passage of the 1971· stimulus legislation, the committee continued 
to advocate tax simplification, relief and reform for the small business com-
munity. In October, we presented to President Carter and Vice President 
Mondale an extensive memorandum suggesting a series of small business tax 
proposals, drawn up in consultation with 27 small business organizations, and 
recommended that they be included in the administration's tax program. I ask 
unanimous consent that a summary of these proposals be printed in the Record. 
There being no objection, the summary was ordered to be printed in the 
Record, as follows : 
[The material follows:] 
SENATE SMALL BUSINESS COMMITTEE TAX RECOMMENDATIONS FOR INCLUSION IN 
'flm ADMINISTRATION'S 1977 TAX REFORM MESSAGE AS PRESENTED AT THE 
f WHITE HOUSE, OCTOBER 26, 1977 
1. Fair proportion of tax r eductions to the small business community 
It is possible to compute the portion of benefits that will be going to various 
income categories for each item and for the overall package. 
For example, in 1975, the administration's proposal would have given 25 per-
cent of the revenues of the economic stimulus package to small business. 
Congress, however, decided that this proportion should be raised to 33 percent. 
"Small business" accounts for 97 percent of the number of U.S. enterprises, 
55 percent of all private employment, 48 percent of the business output, 43 
percent of the GNP, and over half of all inventions and innovations. 
Accordingly, the Committee's proposal is that one-half of the overall business 
tax reductions, including rates, capital recovery "integration" or whatever other 
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measures are proposed, be allocated to "small business." A tentative definitio 
for this purpose might be taxable income of less than $100,000. 
2 . . <Jorporate rates 
The Committee believes there should be at least some reducti.on for the smalles 
corporations of less than $25,000 in earnings, since this would assist the grea 
majority of companies whose owners are attempting to earn a livelihood for on 
or a few families. To encourage growth, innovation, and competition, th 
recommendations would extend to some tax reductions at the $50,000, $75,0 
and $100,000 levels. The magnitude of these cuts should be dependent on th 
revenue available and in relation to balance of the entire proposal in accordanc 
with the 50 percent share of total business benefits for the smaller firms. 
3. Capital transactions 
To preserve the incentive to invest and therefore sacrifice immediate satisfac 
tions, this suggestion would be to retain capital gains for family (primary) 
residences, family farms and family and small businesses. A tentative definitio 
of small business limited to this context might be enterprises with less tha 
500 employees, which is the lowest boundary of the SBA's definition of manu 
facturers, and which is an administrable standard. This recommendation con 
templates adequate safeguards to protect against abuse. For example, th 
requisite holding period could be lengthened to 5, or even 7, years. 
The Committee also advocates increasing significantly the amount of actua 
losses which an investor can deduct against ordinary income if a small business 
in which he invested suffers losses or fails. 
4. Capital cost recovery 
Because most small businesses use straight-line depreciation, the Committee 
proposes an optional simple straight-line depreciation system, with a shorter 
useful life-perhaps three years-for investments in new or used equipment up 
to an appropriate level (perhaps $100,000 to $200,000). Where this system is 
elected, it would eliminate the complicated combination of bonus depreciation, 
ADR, and rapid depreciation and amortization methods, investment credit, 
salvage value, disputes about useful life, and recapture provisions for smaller 
businesses. It would relieve much of the pressure for "indexing" depreciation 
or substituting replacement-cost accounting in the future. It is contemplated 
that this benefit would be available to businesses of all sizes, but that it would 
be simple and understandable and therefore attractive to, and most used by, the 
great majority of small enterprises, for whom it would constitute a true reform 
in this important area. 
5. Unincorporated businesses 
The Committee recommends that there should be an affirmative program of 
encouragement and assistance for unincorporated firms, which constitute about 
85% of all u .. s. enterprises, including: 
a. A reduction in individual income tax rates which is sensitive to the prob-
lems of the sole proprietors and partners in supporting their families. The 
Schedules C and F, filed by individual business persons, should be closely 
examined to see what might be done to help these enterprises; 
b. An optional use of "cash accounting" for small businesses up to an ap-
propriate level of inventories or gross receipts (perhaps $1-2 million). The 
current law requires any businessman having inventories (every merchant) to 
use the accrual method of accounting. According to a spokesman of the National 
Federal of Independent Business this could save such businesses accounting , 
fees of up to $500 a year, and allow them to fill out their own tax returns. It 
is also the simplest method-used by most individual taxpayers-and would 
assist business in complying with the law. For these reasons, it is understood 
that the Internal Revenue Service does not object to such a proposal. 
c. Full utilization by unincorporated businesses of the limited accelerated 
depreciation provisions, including full extension to used equipment. 
Senator HASKELL. Mr. D'Arcey has been in the business sector for 
many, many years and is the head of Central Investment Corp. 
Duane P earsall has his own corporation, was named Small Business-
man of the Year in 1976, and is a member of the Small Business 
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dministration Venture Capital Task Force. Recently, his company 
as merged with a larger company, am I correct, Duane? 
Mr. PEARSALL. That is correct. 
Senator HASKELL. These gentlemen are well grounded and well 
formed about the problems that small businesses encounter. So, 
look forward with a great deal of interest to hearing what the 
ntlemen have to say. 
Mr. PEARSALL. Thank you, Senator Haskell, may I go first? 
Senator HASKELL. Certainly, by all means. 
STATEMENT OF DUANE D. PEARSALL, PRESIDENT, STATITROL 
DIVISION, EMERSON ELECTRIC CO. 
Mr. PEARSALL. Mr. D'Arcey makes a better anchor man than I. 
First, Senator Haskell, it is a privilege to be able to testify before 
is hearing, and I thank you for the invitation. 
I want to amplify your initial comments without repeating the 
troduction to point out that Statitrol, our present company, repre-
ents a classic example of a company founded on an evolution of 
n idea for a technical product, home smoke detectors, which has 
esulted in an industry which is approaching now some $200 million. 
f it is acceptable, I will just highlight the written testimony? 
Senator HASKELL. Yes, Mr. Pearsall, your entire statement will 
e included in the record as well. 
Mr. PEARSALL. Statitrol also represents a classic example of the 
ife cycle evolution of a technically oriented small business. Faced 
ith competition from major corporations, we found ourselves with 
nly one alternative, and that was to become merged with big busi-
ness. I don't mean to be negative on that point, I am proud of the 
company that we are with. But the fact that I did not have an 
alternative is disturbing when it is looked at in the national scope. 
We are also a classic example of this evolution of an idea, a 
technically innovative company, and I think this hearing is intended 
to identify any impediments that would prevent similar companies 
from succeeding in our economy. 
As background to the testimony, I would like to identify two mat-
ters of record with the Senate Small Business Committee; one, the 
SBA Task Force on Venture and Equity Capital, which you have 
referred to, and the second is the all-encompassing Senate bill 1815 
authored through the Senate Small Business Committee. 
I would like to read this section just to lay a groundwork of back-
ground to a small business. 
There is a cycle of financial events and opportunities to start a business 
which ·begins with the ability to save and the will to commit those savings. If 
public policy is to reflect the contribution these new and small businesses can 
make to the national welfare, our tax system must encourage the necessary 
savings and the commitment of these savings to new and small businesses. 
After a new business is launched, the tax system should permit it to generate 
sufficient internal capital so that a growing equity and credit base will enable it 
to meet growth requirements. This can be done through tax considerations by 
first the deferral of tax payments; second, allowing small businesses greater 
flexibility to charge off assets needed to do business; and third, to recognize the 
effect of inflation on the specific tax levels as applied to income rates as estab-
lished in the Internal Revenue Act of 1954. These tax considerations made for 
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the benefit of small business, will provide greater revenues for the Governm 
in the future as small businesses use this increase in internal financing 
provide additional jobs and create greater taxable wages and profits. 
The first issue of the administration's tax package I believe, 
reflecting on the rates allowed affecting the small business level, 
ignores the effect of inflation. If $25,000 as established in 1954 we 
to be simply compounded at 7 percent, it would exceed $125,0 
today. We have not reacted to inflation at the level of tax ra 
adjustment. 
8econd, the administration's proposal provides 150 to 200 perce 
greater tax relief for the larger corporations. The token reductio 
of 2 percent of income levels below $50,000 must be viewed only 
an anemic form of patronage to small business. 
The real question is not the rate, but the level. A far more equitabl 
approach is detailed in the proposal included in title IV of Senat 
bill 1815. vVe originally referred to that as a graduated income ta 
but it provides a schedule that really reacts to the small busines 
internal growth needs. 
The investment tax credit: Since smaller businesses are alway 
more labor intensive by comparison with large business, investmen 
tax credits are relatively unimportant. As small business develop 
to an intermediate or large size, this becomes very significant. 
I would like to add an overall comment to this tax credit, an 
that is, that we recognize in an electronics' consumer market today 
a fantastic influx of those products from the Far East. If we ar 
to compete with the low-labor-based countries' ability to produc 
consumer electronic products, the only way to do it is through mor 
capital intensive business to automate production. That may no 
go far enough. 
I have to say that our company finds that we cannot, even with 
the finances of a big company behind us, compete with Far East 
products. Our only alternative is to establish an assembly facility in 
either Taiwan, Hong Kong, Singapore, or some similar area. 
We are following that route now, and that's an indictment against 
our investment tax rates as they apply today to capital equipment. 
Under tax reform, these business functions bother me. As a former 
manufacturer's agent, the only time I had to call on customers and 
really get their attention was at lunch, and when the administration's 
proposal reduces a portion of that deductibility, it imposes a direct 
financial burden on many small businesses where that is a way of life, 
not a luxury as it is painted by the administration. 
I have to mention capital gains, there has been a lot of rumor about 
further diluting the capital gains taxes which were already diluted 
by the 15-percent minimum tax which they call a preference tax it€;m 
in the 1976 tax reform. Capital gains are the lifeblood of small 
business. 
I think the 1976 Tax Reform Act, imposing this 15-percent mini-
mum tax was a serious mistake and should be repealed. No knowl-
edgeable entrepreneur or small business venture capital personality 
would invest in a small business if he did not have the hope of equity 
growth. 
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I want to also relate to the double tax on dividends. Again, this 
rumored to be one of the elements discussed . by. t,lrn administration 
ior to their formal tax reform announcement. Although, this is 
t an issue now, we ought to recognize that small business is suffer-
g by lack of capital investment. Over the past 20 years that has 
ansferred total capital invested in the United States from the small 
siness sector to the large business sector at a rate of 4 to 1. "\-Ve 
ust do something to reverse this trend. 
I would like to insert here that I think that the bill that you have 
st introduced, S. 2428, will do a great deal to reverse that capital 
end, and I hope that it receives unanimous support. I have found 
o one that has an objection to that bill. '\Ve refer to it as the "roll-
er" of capital gains. 
This double tax on dividends will attract capital to only those 
ig businesses which can afford to pay dividends. Small business 
oes not pay dividends by the very nature of it, and therefore, 
ould lose the benefit of that attraction. Should there be a removal 
f the double tax on dividends without compensating benefits to 
mall business, there will be a further and more serious reduction 
f equity capital available to small business. I believe the double tax 
n dividends is wrong, but its removal should be done very, very 
arefully as it may seriously injure small business. 
As a final note, and this was also pointed in the Casey report or 
he SBA Task Force report, that when the Treasury evaluates any 
woposal affecting revenues, they only calculate this on measurable 
·urrent impact characteristics of that proposal. They do not make 
ny attempt to assess the income to the Treasury on the basis of 
hat I would call a "return on investment." "'When a tax reduction 
· s made to small business, the Treasury should regard that as an 
investment for which returns will be made as those businesses become 
more successful and pay larger taxes. There is no consideration 
given today by the Treasury Department in these assessments for 
the future benefit of investing in small business, or, for that matter, 
any business. 
I have made one other consideration here that escaped me for the 
moment. It is the comparison of the use of an investment tax credit 
to a reduction in corporate taxes on all business. It's my feeling 
that an investment tax credit could be twice what it is today. The 
current 10 percent permanent investment tax credit should be made 
permanent. I think that only 10 percent is an anemic approach to 
capital investment needs, that well could be 20 percent to encourage 
U.S. manufacturers to invest in capital equipment automation as a 
defense against foreign imports rather than, or in lieu of, a reduction 
in the overall corporate tax rate. 
That concludes my statement. Thank you very much, Senator'. 
Senator HASKELL. Thank you very much. I do have some ques-
tions, but if I coul hear from Mr. D'Arcey1 then I will ask them. 
[The prepared sfatement of l\fr. Pearsall follows:] 
STATEMENT 
BY 
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DUANE D. PEARSALL, PRESIDENT 
STATITROL DIVISION, EMERSON ELECTRIC CO. 
BEFORE THE 
SENATE SELECT COMMITTEE 
ON 
SMALL BUSINESS 
FEBRUARY 14, 1978 
February 13, 1978 
My name is Duane D. Pearsall. I am President of the Statitrol Division, 
Emerson Electric Co. My home is in Littleton, Colorado. Until its merger with 
Emerson Electric in March of last year, Stati trol was an independent manufacturer 
of cotmnercial and residential smoke detectors. I have been a small businessman 
for the past 23 years, having started three businesses - two of which were 
successful. 
Statitrol Corporation presents a classic example of the evolution of an idea 
for a technical product, a home smoke detector, which has resulted in an industry 
today that approaches two hundred million dollars. Statitrol also represents a 
classic example of the life cycle evolution of a technically oriented small 
business. Facing overwhelming competition from major corporations producing 
consumer products, Statitrol found itself with only one alternative to survive 
and that was to sell out to a major corporation. 
·with this. background in small business and having been named as Small 
Business Person of the Year for 1976 by the Small Business Administration, I have 
a responsibility to speak out on legislation affecting the survival and growth 
of small businesses. 
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Top Priority: Capital Gain Rollover for Small Business 
Other Recol!ITiended Initiatives: 
1. Adopt the Small Business participating debenture . 
2. Reinstate qualified stock options. 
3. Liberalize Subchapter S so as to make it more 
useful for venture capital investment. 
4. Graduate the corporate income tax to $500,000. 
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think what we are talking about in the rollover provision is that 
you have an opportunity here to have an alternative to the inequi-
ty that currently exists in selling out to big business. 
Senator CHAFEE. I think that is true, although when you end up 
with the rollover, you are still in an illiquid position. You are still 
locked in, except if you get out, until you pay your tax. 
Mr. LITTLE. Sure, but you are also making the presumption that 
you are going to reinvest all of the funds that you get from your 
buy-out into a new business. Let's say that you end up getting $1 
million, just to take a nice, round figure. Well, you may not. One of 
the problems that I have with the rollover is I am not sure that the 
period to reinvest your funds is long enough, given the kinds of 
securities that you have to reinvest in. 
So it may be that Mr. Pearsall gets $1 million. He can only find 
$500,000 to reinvest. He has still got to pay taxes on that $500,000. 
He has got some cash, he has got some liquidity there, but on that 
other $500,000 he reinvests, you are saving approximatey $150,000 
that can go into, again, a small business. 
I foresee, with some of the people that we have dealt with here, 
that this isn't going to be just one small business to another. It is 
not going to be two businesses; it is going to be 3 and 4 and 5 and 
10 and quite a number. Now, not everybody is like that. 
Senator CHAFEE. I understand that, and those are good points. I 
suppose you would like the longest period possible, 24 months as 
opposed to the 18. 
Mr. PEARSALL. That is a point that concerns me. Eighteen 
months is really not enough to reinvest properly. It takes a long 
time. 
Senator CHAFEE. What do you say, Mr. Little? 
Mr. LITTLE. I would opt for 5 years, myself. 
Senator CHAFEE. Five years? 
Mr. LITTLE. Yes. What I would like to do, Senator, is the next 
time you are in the home district, let me come and sit down with 
you and I will go over this with you in detail. 
Senator CHAFEE. Let me see. I guess it was Mr. Derieux that 
addressed this in some detail. Fine. 
[The prepared statements of the preceding panel follow. Oral 
testimony continues on p. 778.] 
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Senator CHAFEE. Obviously each of you do think it is tremendous, 
because it has had such high priority on the various list that have 
come in here. You have got to assume that if you are there, you 
are in, that this rollover provision will encourage lots of other 
people to come in and thus help you get out. 
Is that it? I mean there is somebody to buy your stock, your 
minority share, or you are locked in position. 
Mr. PEARSALL. I think your scenario misses the point that the 
small business is short of capital to begin with. They have got more 
ideas than they have capital to exercise. 
What I am considering is that this would be a means of enlarg-
ing the productivity of the small business sector by numbers and 
size of those businesses, instead of going at it with anti-merger 
legislation at the top end. 
Senator CHAFEE. Mr. Little, do you have anything to add? 
Mr. LITTLE. I think again you come back to the fact that-well, I 
haven't been in Mr. Pearsall's position, but let me put myself in his 
position for a moment. And this, of course, goes for us as investors, 
as well. 
We have a situation where you make an investment in a busi-
ness, and what are our ways out, either way? We can either sell 
that business for cash or we can sell that business by taking stock 
back from a large company. If we sell for cash, we get an immedi-
ate 30 percent bite out of that dollar that we receive. Now, that is 
immediately 30 percent that we cannot turn around and invest 
somewhere else. 
Obviously, you are much more likely to sell out to a large corpo-
ration in a stock for stock deal. That is a tax deferral also. So what 
we are really saying here is give us something that is equally as 
good a tax deferral if we want to sell the business for cash. 
With a smaller business, one of the things that you do by having 
the large corporation be in the position of trading you stock for 
stock is that if that is your only way to get a tax deferral, you then 
eliminate another smaller business who comes along and says, 
well, obviously you don't want to take my stock, because my stock 
is just as illiquid as your stock. So we have to have a cash transac-
tion. 
Well, if you take the cash transaction, then you are immediately 
going to have to pay some taxes on it. So what you want to have 
here is the ability to get some cash and then turn around and 
.. reinvest that cash in another small businesss. 
Or every once in a while, we in our business meet these people 
who are not just involved in one small business but are involved in 
four or five small businesses. They take that cash out and invest it 
·in one, two, three, •four places. It just stretches the dollars that you 
invest 30 percent further, and it also puts you in a position where 
there is a great deal more choice as to where you might sell your 
business. 
And you also take a great deal of the balance or the tipping the 
scales away from selling out to the larger business. Have I missed 
anything there? 
Mr. PEARSALL. That is it exactly. I think there is a gross inequity 
today. I sold out on a stock exchange basis, and it was a good thing 
to do. It was very timely. But I didn't have an alternative. And I 
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impact the small business community most severely and it will be 
compounded by a recession, and the customers of those small busi-
nesses are vulnerable to recession. We have a social crisis facing 
us. 
Those are my two main concerns. In the interest of time, the two 
bills that impress me most are the rollover provision, which started 
with the Casey report in 1977, and which has not survived the 
congressional process as yet, but it is the one bill, to me, that will 
tend to infuse capital back into the small business community that 
has eroded over the past 25 years; and the second one is the small 
business--
Senator CHAFEE. You know, I don't quite understand why you 
and Mr. Little and some of the other witnesses have attached so 
much to that rollover provision. The rollover provision permits a 
person who has invested in a small business to get out of the small 
business and reinvest in another small business. 
Now, explain the great significance of that as far as preserving 
the small business, you or Mr. Little, and one of our other wit-
nesses spent a lot of time on that. But I guess we have got the 
expertise here. Go ahead. 
Mr. PEARSALL. I will give you a quick example. I have been on 
the other side of the picture trying to get investments in our 
business to survive. Now I am on the opposite side of the picture 
and I am investing in small business as a cause. 
My wife disagrees with me. 
Senator CHAFEE. Wives frequently do. 
Mr. PEARSALL. Yes, they do. She cannot understand why I would 
invest in a small business, because when you do, your investment 
is so illiquid, you are in that business for a long time, and you are 
a part owner whether you wanted to be or not, as opposed to the 
liquidity of a major blue chip company where you have a predict-
able return, predictable relative to small business. 
So the illiquidity of small business has forced capital away from 
small business and into Government securities and blue chip in-
vestments. What we need to do is to stop this erosion of capital out 
of the small business sector and in some manner, in a broad 
fashion, suck it back into the small business sector. 
Senator CHAFEE. I appreciate that, but how do you get liquidity 
out of the fact that you can rollover. Is somebody going to come 
along and buy your investment, buy you out? Let's say you are a 
minority stockholder and shareholder in a small business. 
Now, we acknowledge there is no liquidity to it. How does this 
act help that? 
Mr. PEARSALL. It is the deferral of the tax bite that is the big 
carrot to get investors into it. In my case, I cannot survive and 
meet inflation rates by investing with interest income. If I had 
some carrot that would give me a long-term deferral where I could 
pull it out with an equity gain at some future time with just 
capital gains burdens on it, that is a great incentive. 
To quote a financial adviser in Denver the other day, a very 
sophisticated one, he said, "if the rollover proposition got into 
position, I would advise half of my clients to invest in smaller 
businesses that qualified under this act. I think it is a tremendous 
incentive. 
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gross revenues in 1956. In 20 years, that total capital relationship 
had eroded. In 1975 it was only 77 percent of that invested in small 
business. 
To me, that is a dramatic statistic that I have not seen in print 
anywhere and I have not had it verified, but it came out of the 
research group serving that Casey Report committee. · 
I apologize for not being here earlier. I had a testimony at the 
House Small Business Committee this morning, and unfortunately, 
they are not as diligent as you. They didn't start until 10 o'clock. 
Let me quote from Milt Stewart's report to a Denver conference in 
1979. Perhaps this has already been entered, but I will abbreviate 
it. 
This is quoting 197 4 figures, considering total truces to include 
Federal, State, local, social security, unemployment, insurance and 
income. "It is reported that manufacturing firms of $50,000 to 
$100,000 in gross receipts, comparing total taxes as a percentage of 
net worth, was 30 percent." 
Figures then are regressive. As the business gets larger, the tax 
burden relative to net worth gets smaller, until when you reach 
over $1 billion, the tax burden is as low as 11.5 percent. To me that 
is an appalling statistic. 
One thing that Milt Stewart has said is that "it is time to 
recognize we can't continue doing 'small' things for small busi-
ness," and hope to preserve the basic foundation of our economy, 
which I think is small business. 
My other main concern is interest rates. I have had a small 
business, an innovative business, which grew and was succesful, 
and we sold to a major corporation. Having sold, I became the 
president of a division and participated in big business corporate 
planning. . 
I can tell you that they have been planning for a recession, as 
any reasonably run big business has been planning for the past 
couple of years. They are not going to feel it in their financial 
statement if it lasts less than a year. 
However, I have yet to see a small business of under 50 employ-
ees that isn't already stretched out in today's economy when busi-
ness is good, that are going to survive. I am estimating that, 
barring an emergency measure or a miracle, we are going to see 
over a half-million small businesses quit business within the next 6 
months. 
Senator CHAFEE. Good Lord, that is a depressing prediction. 
Within 6 months? 
Mr. PEARSALL. Within 6 months. That is only 5 percent of those 
10 to 13 million small businesses. 
To verify that, I spoke to a group last week that were business 
representatives, each of whom had about 10 small business clients. 
Totally there must have been 300 small businesses represented, 
later confirmed the number nearer 1,000. I made that statement to 
them and asked them, in their opinion, from the percentage of 
people that they represented, would that statement hold water. 
They said it was underestimated. 
That is a conjecture. Nobody's crystal ball is really good in this 
area. But I am deeply concerned that the interest rate problem and 
the Federal Reserve restriction on bank loans today is going to 
-~ -
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community, you can see very readily that the majority of it is 
concentrated in the retail sector. Since this is true, the impact of 
inventory is great in that area. 
In inflationary times, present accounting rules which are allowed 
by IRS have a tremendous impact on those small firms. 
We would like to make the point that just as the present depreci-
ation code is tremendously inequitable to small firms because of its 
complexity, so also is the present rules governing accounting proce-
dures. 
We would like to suggest that the committee consider moving to 
cash accounting for small retailers, say under $2 million or $1 
million a year in gross sales, giving them similar treatment to that 
given the small farmers under $1 million in gross sales today. 
We believe that this would be a tremendous simplification that 
would help small retailers and small wholesalers across this coun-
try. 
I think that about concludes the points that I would like to 
make, Mr. Chairman. Thank you very much and I will try to 
answer any questions that you might have. 
Senator CHAFEE. Well, thank you. I think you have brought to us 
something original here that we have not given thought to before 
and indeed, have not had raised with us, this cash method of 
accounting for the smaller firms. 
As you pointed out, quite rightly, that most of the small busi-
nesses that we see are capital intensive. They are not the merchan-
disers. They are the manufacturers. And thus the whole thrust, as 
you have heard this morning, has been on capital cost recovery 
which many of your members do not have a problem with because 
they are not that capital intensive. 
Mr. MOTLEY. 10 percent of NFIB's membership is manufacturers, 
which means roughly about 60,000 of them, and it is a tremendous 
problem and we did help to draft the present 10-5-3 proposal. We 
support it very strongly. 
But we believe if we are looking for things to help the entire 
small business community, you must be aware that it is a tremen-
dously diverse group out there and no one proposal will help every-
body. 
Senator CHAFEE. All right. Why do we not go ahead, thank you 
very much, Mr. Motley. Let's go ahead with Mr. Pearsall. 
STATEMENT OF DUANE PEARSALL, PRESIDENT, SMALL 
BUSINESS DEVELOPMENT CORP., GOLDEN, COLO. 
Mr. PEARSALL. I have no constituency to represent. I am a small 
businessman from Denver, Colo. I will only make a couple of com-
ments that really are of deep concern to me and submit the bal-
ance of the report for the record. 
I want to call the committee's attention to the 1977 Casey 
Report. That was a Venture and Equity Capital Task Force of SBA. 
A statistic came out of that study which did not get into print, and 
which to me summarizes what our problem is today in the small 
business community. 
That problem is that total invested capital in small business, now 
speaking of those under $50 million in gross revenues, equalled 3.1 
times the total capital invested in businesses over $1 billion in 
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Mr. LEwrs. Mr. Chairman, to sum up, you cannot find a better man. 
e support him and urge his confirmation. 
Thank you, Mr. Chairman. 
Chairman NELSON. Thank you, Mr. Lewis. 
Our next witness is Mr. Duane Pearsall, president, Statitrol Corp. 
of Littleton, Colo. 
Mr. PEARSALL. Thank you, Mr. Chairman. We are a division of 
Emerson Electric Co. but prior to its acquisition a year ago Statitrol 
was a small business. 
In 1976, I was awarded the Small Business Pearson Award of the 
Year by the Small Business Administration. 
I have become visible since that time and have participated in every 
small business function that I know is available to me in Washington. 
In every circumstance, Milt Stewart's name comes up. He is an exam-
ple and a stimulus to each small business person's efforts for support-
ing the needs of small business and preventing what I consider 
unintended effects of legislation which has had a negative effect on 
small business over the last few years. 
I have made 40 to 50 speaking engagements in the past 2 years, 
chambers of commerce, et cetera. I would like to say in that connection, 
the Denver Chamber of Commerce had a retreat last week when the 
question of> legislative issues of small business came up, that is, legis-
lation supported by the Denver chamber. A director from big busi-
ness said there was no point in our company participating in that 
effort since we have representation in \Vashington through the Busi-
ness Round Table, the National Association of Manufacturer, the 
U.S. Chamber of Commerce and our own lobbyists. 
By comparison, small business has very little and you have heard 
from most of those associations this morning. I want to take this op-
portunity to thank you, Senator Nelson, for your personal efforts in 
behalf of small business. 
I have carefully reviewed the business history of Milt Stewart 
involving his participation in a small business investment company 
(SBIC) and the problems involved with the Securities and Exchange 
Commission. 
In my view, the judgments made by Mr. Stewart throughout this 
sequence of events were sound. Under similar circumstances, I would 
only hope my judgment would have been as good. 
I have a concern if I were to entertain a public office myself similar 
to Mr. Stewart. I am concerned about the disincentives of serving the 
Government through exposure of honest business judgments that 
might be cast in a bad light as they were by Senator W eicker this 
morning. 
I do not think that was intentional, but that is a disincentive for 
legitimate,- capable business people to take an _ active role in 
Government. 
What I consider the most important aspect of Mr. Stewart's nomi-
nation is his knowledge of the inner workings of Government and his 
courage and commitment to fight · for the survival of small business. 
I, therefore, urge that the committee approve the nomination of 
Milton Stewart as Chief Counsel for Advocacy of the SBA. I would 
-.. 
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consider my trip to Washington this morning very worthwhile if th, 
committee approves that nomination. 
Thank you for the privilege of appearing today. 
I will submit the rest of my statement for the record, Mr. Chairman. 
Chairman NELSON. Without objection, it will appear in full in the 
record at this point. 
[The prepared statement of Mr. Pearsall follows:] 
• 
.. . 
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NOMINATION OF MILTON D. STEWART AS CHIEF COUNSEL FOR ADVOCACY 
FOR THE SMALL BUSINESS ADMINISTRATION 
to the 
SELECT COMMITTEE ON SMALL BUSINESS 
by 
l>UANE D. PEARSALL 
APRIL 14, 1978 
My name is Duane D. Pearsall. I am President of the Statitrol Division, 
Emerson Electric Co., Lakewood, Colorado. Until its merger . with Emerson Electric 
in March of last year, Statitiol was an independent manufacturer of home smoke 
alarms and commercial smoke detectors. We were a small business firm _prior to 
that acquisition .and I am speaking today from the standpoint of a small business 
person of 23 years. I have started three · businesses, two of which were success-
ful. 
My acquaintance with Mr. Stewart began in early 1976 shortly after I re-
ceived the award as Small Business Person of the Year. Since early 1976, I have 
become involved in Federal legislation affecting small business. I had the 
privilege of serving on the Sl!A Task Force on Venture and Equity Capital. This 
required monthly visits to Washington. I have participated in every small busi-
ness function available to me, including membership in the National Federation 
of Independent Business for the past 20 years, the National Small Business 
Association and as a charter member of the Executive Committee of the Small 
Business Counc~l of the U.S. Chamber of Commerce. Milt Stewart is highly re-
spected by all these organizations. 
During the past two years, I have made 40 to 50 speaking engagements to 
special organizations. service clubs and chambers of coDDerce. Currently, as a 
member of the Executive Committee of the Denver Chamber· of Commerce, I have 
helped :l.n the development of its Small Business Coundl. 
Before making this appearance, I have checked with every small business 
organization referenced in this statement and found them to be unanimous in 
their support of Mr. Stewart's nomination. 
In my opinion, no where in this country is there a man better qualified 
for this position. 
I have carefully review,ed the business history of Milt Stewart, involving 
his participation in a small business investment compal)y (SBIC) and the prob-
lems involved with the Securities and Exchange Conmission. In my view, the 
judgments made by Mr. Stewart throughout this sequence of events were sound. 
Under similar circumstances, I would only hope my judgment would have been as 
·good. 
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Far overshadowing this circlm&tance, however, is Mr. Stewart:' s knowledge 
of the inner workings of our Govermaent. His reputation and experience, ca-
bined with his compatible relationship with the SBA Administrator, Mr. Vernon 
Weaver, should allow Mr. Stewart to accomplish the purposes of the office. 
Hy real concern is the growing disincentives attached to Government 
service. I, for one, would not want the resP<>nsibilities of this position 
regardless of the rewards. Milt Stewart, however, understands the needs of 
small business and has both the courage and the commitment to fight for their 
·survival. 
I, therefore, urge the Committee to approve the nomination of Milton D. 
Stewart as Chief· Counsel for Advocacy for the Small Business Administration. 
Thank you for the privilege of supporting this nomination. 
